University of Mississippi

eGrove
Guides, Handbooks and Manuals

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1-1-1994

Tax planning tips for the small business owner: A Speech for
CPAs to deliver to small business owers
American Institute of Certified Public Accountants. Communications Division

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_guides
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Communications Division, "Tax planning tips for the
small business owner: A Speech for CPAs to deliver to small business owers" (1994). Guides, Handbooks
and Manuals. 242.
https://egrove.olemiss.edu/aicpa_guides/242

This Article is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Guides, Handbooks and Manuals by
an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.

TAX PLANNING TIPS FOR THE SMALL BUSINESS OWNER

A Speech for CPAs to Deliver
to Small Business Owners

July 1994
#890669

Prepared By:
The Communications Division
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775

Good Afternoon/Moming. For the next half hour or so, we're going to be
talking about some important tax planning strategies for the small
business owner.

I'm sure I don't need to tell you how taxes can eat

away at your "bottom line." To minimize this tax bite and to ensure the
continued success of your business, it is crucial that you develop a
comprehensive tax plan for your business.

Today I will help you get

started.

An enormous amount of tax issues face the small business owner. For
most of you, however, income and employment taxes will constitute the
biggest portions of your total tax bills. For that reason, my discussion
today will focus on these tw o areas. Keep in mind that my presentation
is tailored to a general audience. If you have specific questions, I will be
happy to answer them when I am through. And don't worry about taking
notes.

I have a brochure I will pass out later that summarizes my

remarks.

Before we begin discussing specific ways to reduce taxes, let's take a
moment to review a few recent tax law changes that may affect you.

First of all, as most of you know, Congress raised tax rates in 1993. For
corporate taxpayers with taxable incomes over $ 10 million, the maximum
tax rate has increased from 34 percent to 35 percent. This change hits
personal service corporations especially hard since PSCs are subject to a
"fla t" tax rate. This means that all income earned by a PSC will be taxed
at the new 35 percent tax rate, regardless of its level of income.

For individual taxpayers, tw o new tax brackets were added - a 36percent rate and a 39.6-percent rate. In addition, the withholding rates for
supplemental wage payments, such as bonuses, was increased. As a
result, any bonuses you pay yourself will be subject to income tax
withholding at a 28-percent tax rate, which is up from the 20-percent
withholding rate previously in effect.

The $135,000 ceiling on wages and self-employment income subject to
the Medicare payroll tax has been eliminated.

This means that 1.45

percent tax for employees and 2.9 percent for the self-employed will be
applied to all wages. To illustrate what a tax increase this can cause,
consider a self-employed individual earning $200,000 a year. He or she
will pay an additional $1,885 in taxes each year as a result of this
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change. And of course, since businesses must match the tax paid by
their employees, many businesses also face an increase in the Medicare
tax.

Whenever tax rates are changed as they have been recently, it is
important for the small business owner to review whether business
income is being taxed at the corporate or individual level. In other words,
an examination of your business' organizational form is in order.

As you probably know, you can operate your business as a sole
proprietorship, a partnership, or a corporation. However, since in most
cases corporate shareholders, unlike partners and sole proprietors, aren't
liable for the debts and obligations of the business, most business owners
choose to incorporate.

That raises the next question. Are you better off as a C corporation or as
an S corporation? Unfortunately, the answer is not a simple one.

Under the tax code, C corporations and their owners are taxed as
separate taxable entities. As C corporation income is earned, it is taxed
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at the corporate level.

When dividends are distributed to the

shareholders, the C corporation earnings are taxed again at the individual
level. For this reason, income from a C corporation is said to be subject
to a "double" tax.

S corporations, on the other hand, are not subject to any corporate
income tax. Instead, S corporation earnings are taxed to the owners at
their individual tax rates, regardless of whether or not that income is
actually distributed to the owners.

Furthermore,

S corporation

distributions usually aren't taxable to the S corporation shareholder.
Therefore, the principal tax benefit of S corporations is that income is
only taxed once.

For instance, suppose your individual tax rate is 28 percent and you own
a C corporation with income of $100,000. If all the company's after-tax
profits are distributed to you as dividends, you would receive roughly
$56,000 after corporate and individual taxes are paid. However, if your
business was an S corporation, you would end up with about $72,000
after taxes. In this case, an S election would save you almost $16,000
in taxes.
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There are other advantages to S corporation status as well. The first is
that since S corporation shareholders pay tax as the income is earned
each year, they increase their tax basis in their corporate stock. As a
result, if the S corporation is sold, income tax on liquidation will be
sharply reduced.

Second, unlike C corporation shareholders, S corporation shareholders
also may be able to deduct corporate losses on their personal returns.

And the final advantage of operating as an S corporation is that
shareholder distributions aren't subject to employment taxes. As a result,
if you are employed by your S corporation and you pay yourself a
reasonable salary, you can withdraw excess earnings from the company
free of employment taxes. However, let me just warn you here that as
part of one health care bill, Congress is considering imposing selfemployment taxes on S corporation dividends. Be sure to keep an eye on
this issue when considering the pros and cons of S corporations.

In the past, it was almost always preferable to elect S status. Even in
cases in which the corporate rates were slightly lower than the individual
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rates, S corporation owners usually found that they would pay less tax
in the long run since they would be avoiding the C corporation double tax.

However, now that individual tax rates are higher, some S corporation
shareholders are finding that they will pay more tax on corporate income
than they would under C corporation rules.

Let me give you a few

reasons why you might be better off under C status.

First, let's consider the treatment of health insurance premiums for you
and your family members. While both C and S corporations may deduct
health

insurance

premiums

for

their

employees,

S

corporation

shareholders must include these amounts in their taxable incomes.

In

fact, due to the rising cost of health insurance, some business owners
choose to operate as a C corporation just to avoid paying personal income
tax on company-paid health insurance.

Another C advantage was created when Congress revised the tax code
in 1993.

A t that time, Congress added a provision that allows

shareholders in "qualified small businesses" to exclude for tax purposes
up to one-half of their gain on the sale of the stock. To qualify for this
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tax break, the C corporation stock must have been issued after August
1 0 , 1993, and the stockholder must own the stock for at least five years.
This provision may make C corporation status beneficial to you because
it could help you attract investors.

In addition, the new capital gains exclusion may reduce the C corporation
double tax, especially when the applicable corporate tax rates are lower
than individual tax rates. And lastly, while this is not a tax consideration,
it is important to note that under C corporation status, your personal
assets are not exposed to liability lawsuits.

So, as you can see, both S and C status have their advantages and
disadvantages. The bottom line is that the individual circumstances of
the business owner will dictate whether to elect an S or C corporation
status. There are no hard and fast rules as to which is best. I strongly
recommend that you sit down with your CPA in the near future and revisit
this question.

Now while we are on the subject of corporate tax rates, let's talk again
about personal service corporations because these types of businesses
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present very unique tax issues, especially in light of the recent increase
in the maximum corporate tax rate. Under the tax code, personal service
corporations are taxed at a flat 35- percent tax rate, regardless of income
level. Therefore, a persona, service corporation with a taxable income of
$100,000 w ill pay about $13,000 more in income tax than a regular
corporation.

If your business falls within the definition of a persona, service
corporation, there is a way to avoid the 35-percent flat tax rate and
reduce income taxes. As long as your persona, marginal tax rate is below
35 percent, you should consider paying out all of the company's earnings
to yourself as salary. Although these salary payments will be subject to
employment taxes, you may be able to reduce your overall taxes this
way.

Regardless of what type of organizational form your business takes, one
of the best ways to reduce taxes is to be sure to claim every deduction
for which your business is entitled.

First let's discuss the deductions

available for contributions to retirement plans on behalf of your
employees.

-8-

Under tax law, a distinction is made between "qualified" and "non
qualified" retirement plans. If your plan is qualified, your company may
be able to immediately deduct some or all of the contributions to the plan.
Furthermore, you and other employees w on't be taxed on the
contributions to the plan until the retirement benefits are actually paid out
at a later date. In addition, any interest earned in the account grows taxdeferred until withdrawal.

If your retirement plan doesn't fall within the "qualified" plan rules, there
are still some valuable tax benefits of having a "non-qualifying" plan.
Contributions the business makes to a "non-qualified" plan are still
deductible. However, your company cannot take these tax deductions
until the benefits are actually paid out to the employees. As for your
employees, they still w o n 't be taxed on their contributions until
withdrawal.

If your business operates as a C corporation, you can maximize your
company's deductions for compensation payments if you increase the
amounts you pay yourself and your family members for services provided
to the company. And you really get more bang for your buck if you pull
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out corporate earnings as salary when your individual tax rates are lower
than the corporate tax rates.

But make sure that the compensation level is reasonable.

If the IRS

believes you are taking excessive compensation deductions for salary paid
to you or your family members, it may re-characterize these salary
payments as dividends, which are non-deductible to the C corporation but
are fully taxable to you.

Of course, the payment of additional employment taxes must also be
considered whenever corporate earnings are paid out as additional salary.

One deduction that some of you are probably not taking full advantage of
is the depreciation deductions on company-owned property. The problem
here is that business assets sometimes become obsolete long before the
assets have been fully depreciated for tax purposes. However, you can
minimize this problem by claiming the "immediate expense deduction" for
newly-acquired property.

This is how it works.

Rather than depreciating new property over a
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certain number of years, as is usually the case, you may choose to
immediately deduct up to $17,500 of the cost of certain types of
property in the year you place it in service. Before the 1993 tax act, the
immediate expense deduction was limited to $10,000. Office equipment
and machinery are tw o types of property which qualify for the "immediate
expense deduction." However, be aware that the deduction phases out
once the cost of qualifying property exceeds $200,000.

To get the most from the immediate expense deduction, be sure to claim
it for whatever property you acquired during the year that has the longest
cost recovery period.

As you may know, the meals and entertainment deduction is not as
valuable as it used to be. Congress limited the deduction to one-half of
your expenses. Still, being able to deduct 50 cents on the dollar is better
than no deduction at all. Therefore, be sure that your employees keep
adequate records to document their expenses. This way, your company
can deduct a portion of its meals and entertainment expenses and your
employees w on't be required to include reimbursements in their taxable
incomes.
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And lastly, don't forget to take deductions for health insurance premiums
for your employees and for amounts paid to reimburse employees for
medical expenses.

Now let's take a look at employment taxes. While not as substantial as
income taxes, employment taxes can still be a drain on small businesses.
Social Security and Medicare taxes, better known as FICA taxes, make
up a large portion of this drain.

FICA is assessed at the rate of 7.65

percent of the employee's wages. However, as an employer, you are
required to match that amount. Thus, if you also work for your business,
then you may have to pay up to 15.3 percent of your own salary in FICA
taxes.

One way you may be able to reduce employment taxes is to classify
some of your workers as independent contractors, instead of employees,
since you are not required to withhold or pay employment taxes on
payments made to independent contractors.

However, be warned that the IRS has adopted very strict rules regarding
who can be classified as an independent contractor. If you misclassify
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true employees as independent contractors, you will face stiff penalties
for failing to pay the employment taxes. Be sure to consult your CPA
before treating any of your workers as independent contractors.

if your business is an S corporation, employment taxes are not assessed
on distributions. Therefore, you may want to treat your withdrawals from
the company as shareholder distributions rather than as compensation for
services. However, as I mentioned earlier, keep an eye out for a new
health care bill that may impose employment taxes on these distributions.

Another way to reduce employment taxes, and maybe even income taxes,
is to lease business assets from yourself. For example, suppose you own
the building where your company operates. Your company could lease
the building from you and the business could deduct the rental payments.

While you would have to pay personal income tax on the rent you receive
from your company, you wouldn't have to pay employment taxes since
rent isn't considered salary.

In addition, if your business is a C

corporation, the so-called "double tax" is reduced since the company can
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deduct the rental payments.

The last topic I want to cover today is choosing an accounting method.
The tw o most common are the accrual method and the cash method.

Under the accrual method of accounting, you must recognize income
when you provide goods and services to your customers, whether or not
you have actually received payment.

Likewise, as an accrual basis

taxpayer, you generally aren't entitled to tax deductions for expenses
until you receive the goods or services. Thus, in most cases, you can't
prepay expenses or defer income for tax-saving purposes.

Under the cash method of accounting, however, you are not required to
recognize income until you actually receive payment. Likewise, you can
deduct expenses as they are actually paid. Consequently, in some cases
you can prepay your deductible expenses at the end of the year and defer
income until later tax years to help you reduce your taxes.

If you are currently operating under the accrual method, you may want
to consider switching to the cash method.
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However, if you are a C

corporation, you generally must use the accrual method unless you are a
qualifying personal service corporation or a qualifying small business. In
addition, regardless of whether you are a C or S corporation, you must
use the accrual method if you derive a substantial amount of income from
sales of inventory items.

By now you have probably come to the conclusion that tax rules for small
businesses are complicated and, it seems, getting more so every year.
I hope I gave you some useful tips today that will help you understand tax
laws a little better. However, in most cases, it is not in your best interest
to go it alone.

The advice of a professional is essential to guide you

through the maze of issues that arise in forming and operating your
business. Because CPAs provide tax advice to a variety of different types
of businesses, I strongly recommend that you look to a CPA to provide
the expertise you need.

I will be happy to answer any questions now.
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